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California appears likely to adopt a cap-and-tragyram as one component of
its overall strategy for meeting AB 32’s and thev&mor’s ambitious emission reduction
goals. This draft framework was developed to previgput on how a cap-and-trade
program could meet AB 32’s environmental justicguieements and, more broadly,
could contribute effectively to the State’s emissieduction goals.

As an initial matter, and as ARB is well awareap-and-trade program will not
provide an automatic and autonomous mechanism éeting the State’s goals. While a
properly designed market mechanism might contributereating appropriate incentives
in a few sectors, it cannot be expected to ingigae fundamental transformations
necessary to address climate change. Governmemtiageworking with a wide range of
public citizens, will have to do the hard work tetekrmine the kinds of technological,
land use, transportation, consumer, and other @satingit could cumulatively help the
State achieve its ambitious goals. Relying on aaraptrade program as the primary
mechanism for structuring reductions, in the hdya it would create a price signal that
would allow the market to “do the right thing,” widiexpect too much of the market’'s
invisible hand. Markets may not be effective inatireg the right price signals, they may
operate on time horizons that are too short tau@rfte appropriate long-term behavior,
they may create unintended side effects, and theldcause distributional inequities.
Relying primarily on the market to generate chawgeld also privatize key decisions
that should be made through an open and accoungable decision-making process.
ARB'’s intensive scoping plan preparations sugdestthe State is taking seriously the
need to develop concrete sector-specific poli@as, is not unduly relying on a cap-and-
trade program.

Assuming that a cap-and-trade program is, however,component of the state’s
scoping plan, then the State will have to addresseérious issues of efficacy and equity
that such programs raise. In considering markagdemarket advocates sometimes
appear driven by the narrow drive to have the “rairkucceed. However, a market-
based system is a means to an end, not an erseifh Eocusing exclusively on market-
related parameters for success, such as genetlatimgost trades, or the lowest costs, or
the easiest system to administer, or the easisstrayto link to other trading programs,
could undermine the state’s achievement of othgrgoals, including:



» effectively and realistically achieving emissionluetion targets;

* incentivizing new reductions and methodologiesaicnieving them;

» protecting already-burdened communities from addél pollution;

» achieving environmental co-benefits through co4galht reductions; and
» providing the state with other economic and envimental benefits.

Lowering pollution control costs is a worthwhileadobut AB 32 requires a more
comprehensive environmental policy that must, Hdinden, balance efficiency with
other important objectives. The proposals belownatdantended to eliminate efficiency
gains; they are designed to lessen the conflidisden efficiency and distributional
fairness.

The first section of this paper introduces seveealtral precepts articulated by the
environmental justice movemeh#B 32’s legal requirements for achieving
environmental justice, and the ways in which arettafed market-based system could
conflict with these goals and requirements. The@sésection of this paper proposes
specific mechanisms that the California Air ResearBoard (“CARB”) and other
policymakers could incorporate into a trading siyste achieve AB 32’s requirements as
well as broader environmental goals. In additiomave attached the draft of a paper
entitled “Environmental Justice and Domestic Clien@hange Policy,” slated to be
published in the Environmental Law Reporter in N28)8.

ENVIRONMENTAL JUSTICE GOALS, AB 32’SENVIRONMENTAL JUSTICE M ANDATES,
AND THEIR |MPLICATIONS FOR M ARKET MECHANISMS

Distributive Justice: To achieve distributive justice, a central enmiregental
justice goal, climate change policies should aweadeasing the existing disproportionate
burden of environmental harms on poor and of-cotmnmunities. They should also
improve air quality in communities already expediag unacceptable levels of pollution.
Numerous studies have confirmed that pollutinglitees and activities are
disproportionately located in poor, of-color comnti@s. Many of these communities,
both urban and rural, are in nonattainment argasgeaperience significant health
impacts from local air pollution.

Distributive Justice and Co-Pollutants A carbon trading system to reduce
greenhouse gases implicates not only greenhouss,gaany of which do not have local
effects, but also the distribution of harmful cdiptants, including toxics and criteria
pollutants such as particulates, volatile orgaoimpounds, nitrogen oxides, sulfur
oxides, and benzene. In developing mechanismsnivat@reenhouse gases, regulators
could inadvertently cause increases in harmful @tufants or fail to achieve co-
pollutant reductions. To comply with AB 32, reguliet must address not only
greenhouse gas reductions, but the regulationsaatspon co-pollutants.

! This paper, however, represents the views oflitsax alone. Many California environmental justice
organizations have expressed their opposition yodf@m of a cap-and-trade program.



Distributive Justice and Hot Spots AB 32 mandates that any market
mechanism prevent hot spots. It states that a rhar&ehanism, if adopted, must be
designed “to prevent any increase in the emissabt@xic air contaminants or criteria air
pollutants.? CARB must also “[c]onsider the potential for direindirect, and
cumulative emission impacts from these mechanigsmkjding localized impacts in
communities that are already adversely impactedibgollution.”

Although many co-pollutants are subject to somdrobby existing air pollution
requirements, existing controls allow facilitiesitorease emissions to a certain extent
and under certain circumstances, thus creatingiatirey and on-going risk of hot spdts
Unlike a traditional regulatory approach that wordduire GHG emission reductions,
with likely associated co-pollutant reductionsattacilities, a trading system would
allow facilities to purchase allowances to the ekfgermitted, perpetuating the existing
hot spot risk.

Moreover, although many reductions in greenhousesgassions are likely to
reduce co-pollutant emissions, some facilities doabpond to market incentives by
reducing their greenhouse gas emissions in waysriti@ase co-pollutant emissions. For
example, diesel fuel is more efficient than gasofitom a carbon perspective. However,
diesel fuel is responsible for a significant pantwf the overall cancer risk in California.
These risks are borne disproportionately by comiresof color living near freeways,
ports and other large transit centers. Effortethuce carbon emissions by replacing
gasoline with diesel fuel could significantly inase cancer risks. Similarly, some
emerging new power plant technologies are apparemdte efficient from a greenhouse
gas perspective, but could release significantipéi levels of toxic particulate matter
pollution. Switching to these “green” power plaotaild actually increase or create new
toxic hot spots around the power plants.

The existing regulatory structure for co-pollutamigates but does not eliminate
the risk of co-pollutant hot spots. To meet AB 3@gquirements, a market-based system,
if adopted, will need to ensure that a market-bagstem does not allow or encourage
co-pollutant increases that exacerbate existingattutant disparities.

Distributive Justice and Co-Pollutant Reduction CoBenefits AB 32 not only
requires the State to adopt policies to prevenshots, it requires policies to ensure that
polluted areas receive co-pollutant reduction bieneFhe law states that climate change
regulation should complement “efforts to achievd araintain federal and state ambient
air quality standards and to reduce toxic air coitant emissions>"Allowing facilities
to purchase allowances to maintain existing enmssaf toxics, as well as of criteria
pollutants in nonattainment areas, would underrtheestatute’s goal of improving air

2 CAL. HEALTH & SAFETY CODE § 38570(b)(2).

%1d. at § 38570(b)(1).

* For example, many air pollution requirements @tefarth in terms of emission rates, operational
requirements, or control technologies. Thus, difiacould increase the total amount of pollutibn
releases by increasing its rate of production mughput, so long as it does not exceed its enmgsite,
violate operational requirements, or remove regupellution control technology.

®|d. at § 38562(4).



quality. More generally, AB 32 requires CARB to nraize the environmental co-
benefits of climate chandeand nowhere are those co-benefits more importemt in
already-burdened communities.

A trading system could fail to equitably distribuke co-pollutant reduction co-
benefit of climate regulation. In general, the mia@lities reduce their carbon dioxide
emissions, the more they are likely to reduce hakred-pollutant emissions. For
example, actions such as limiting flaring from mefiies, capturing methane from
landfills, and making industrial processes moregyefficient will reduce global
warming emissions as well as conventional air piliu If facilities use a market
mechanism to maintain, rather than reduce, theisgans, then neighboring
communities will fail to receive a co-pollutant tedion benefit. Environmental justice
communities fear the hypocrisy of facilities claimithey are “green” due to their
purchase of offsets or allowances for their greesbaas emissions, while continuing to
spew co-pollutants from their stacks.

To meet AB 32’s requirement that greenhouse gasctiEsh measures generate
environmental co-benefits and improve air qualityhie state’s most burdened areas, a
market-based system, if adopted, will need to enthat a market-based system fosters
improvements in air quality in areas of the staiféesing from poor air quality.

Distributive Justice and Program SuccessThe success or failure of the
program as a whole has significant environmenttiga consequences: poor and
disadvantaged communities in California and ardimedglobe are the most vulnerable to
the consequences of climate change and therefeeetha most at stake in combating it.
If emissions caps are not stringent enough, ast@asred in the RECLAIM and
European Trading System, then real reductionsnatiloccur. If allowance prices end up
too low due to allowance overallocation or a nadlar international trading system that
allows the use of cheap offsets or allowances, theiities will not have a sufficient
incentive to adopt greenhouse gas controls, afhtdogy companies will not have a
sufficient incentive to develop the innovative afi#ives essential to the fundamental
restructuring climate change requires.

Participatory Justice: To achieve participatory justice, another central
environmental justice goal, climate change polisiesuld provide the communities
impacted by pollution with the capacity to partaig in decisions that will affect them.
The permitting procedures associated with commaiddcantrol regulations currently
allow such patrticipation.

In a trading system, however, trades or auctioolmases occur autonomously,
depriving impacted communities of the opportunitybice their views of the company’s
practices or its likely impact on the community.

6 Seeid. at § 38501(h); § 38562(b)(6); 38570(b)(3).



AB 32 emphasizes the importance of public parétgn in the development of
the state’s climate change policy, although it dogisspeak directly to participation in
the context of trades or auction purchases.

Social Justice To poor and of-color communities, environmeniaidens are
significant not only in environmental terms, buthim a matrix of broader social,
economic, and political forces. To achieve soaiatige, climate change policies will
need to address the potential economic impactBroéte regulation, including higher
energy prices and other indirect economic impawtdisadvantaged communities. In
addition, as the aftermath of Hurricane Katrinarstdly revealed, poor communities
will require an influx of resources to adapt to demsequences of climate change.

Nonetheless, although the state’s climate chantieigmare likely to impose
economic costs, they are also likely to createiagmt technological and economic
opportunities. Some of these opportunities, suateasjobs in designing and
implementing energy efficiency initiatives, could thanneled toward poor and of-color
communities through job training programs, educetiprograms, and other vocational
opportunities. AB 32 explicitly requires the state‘'direct public and private investment
toward the most disadvantaged communities in Qaliéo’’

M ECHANISMS FOR | NCORPORATING ENVIRONMENTAL JUSTICE

The proposals below attempt to mitigate the advanpacts of a market system
and could help California meet its legal obligasomhe first section outlines programs
that directly address environmental justice congefime second section addresses
various indirect parameters with environmentalipgsimplications, such as emissions
caps, sectoral scope, public access to tradingamskions data, geographic linkages,
offsets, allowance banking, and whether to auabiofneely distribute allowances.

Direct Mechanisms for Addressing Environmentatides

(1) Combine a market-based mechanism with traditional egulation and other
climate change policies designed to induce structarchange.

A traditional regulatory approach would requirkfatilities to reduce greenhouse
gas emissions at the outset with a likely corredpandecrease in co-pollutants. By
lowering baseline emissions, future increasesaaypetion would be less likely to create
hot spots. Moreover, all communities would, atie¢hsoretically, receive an initial co-
pollutant reduction benefit from across-the-boadiuctions. In addition, such traditional
regulation would presumably include public partatipn in the development of standards
and in the permitting process.

A traditional regulatory component could also cohthe potential co-pollutant
increases that could result from some greenhouseegaiction efforts. Although most
greenhouse gas reduction efforts are likely to cedro-pollutants, additional limits or

"1d. at § 38565.



controls could be placed on greenhouse gas reduetiorts that increase co-pollutants,
such as gasoline-to-diesel conversions or the sHicient power plant technologies
that increase hazardous particulate emissions.

Including a traditional regulatory approach in édd to a cap and trade system is
justified not only to reduce co-pollutants in digadtaged communities, but to help the
state achieve its dramatic greenhouse gas redugb@is. Given the wholesale
modification of existing production and transpddatsystems that is necessary to meet
Governor Schwarzenegger’s 2050 goal of reducinggons by 80 percent below 1990
levels, the state cannot afford to let any seadwmsd change by simply buying
allowances.

Moreover, despite market mechanisms’ potentiahtiuce economically rational
technology adoption and innovation, the invisitdat of the market does not always
succeed. Facilities may fail to adopt efficientteclogy due to a lack of information,
inertia, or ancillary complications created by atlogpthe technology. Creating
incentives for new technology development is mamaglex than simply sending a
potentially-unstable price signal. A traditionagjuéatory approach could require
demanding and reasonable technology-forcing torertbat all sectors take all feasible
steps to reduce greenhouse gas emissions. A nmadattanism could then allow for
some variations in control to lower costs and @eatt incentive for technological or
methodological innovations that go beyond whatrsaaly considered feasible.

This is not to suggest that traditional regulattombined with cap-and-trade will
be sufficient to address climate change. Far-regcpolicies, including such diverse
areas as land use controls, investments in pullisit, technology research and
development investment and incentives, educaticeralpaigns, will be necessary to
accomplish the State’s goals.

(2) Geographic Constraints on Trading

Given the severity of existing pollution in certaggions of the state, CARB
could identify the most polluted communities amdaitrading system, prohibit trades
that would increase co-pollutant emissions in tlesas. If allowances are auctioned, the
state could limit the number of allowances thaseng facilities could purchase to an
amount that is less than existing emissions.

Alternatively, allowance distributions or purchasasfacilities in disadvantaged
areas could require a significantly higher rati@atbbwances per unit of emissions,
comparable to the offset program in nonattainmezasunder the Clean Air At.
Another option would be to impose a fee on alloveaparchases that would provide a
substantial enough monetary incentive to inducgitias located in heavily-polluted

8 For example, under the Clean Air Act, new souinesready polluted areas (“non-attainment zones”)
must purchase up to 50% more offsets than arenestjin less polluted areas (“attainment zonese T
same principle could be applied under AB 32 to meqgreater greenhouse gas reductions in already
polluted areas.



areas to achieve on-site reductions and techna@abigicovations rather than purchase
allowances. In an auction system, these proposalddvalso allow policymakers to
avoid the controversial issues associated withraeténg facilities’ preexisting baseline
emissions.

Special rules could be developed to address tiaetegeen disadvantaged areas,
rather than from an advantaged to a disadvantaged &rades that maintained existing
emissions in one area but reduced them in anothed provide a net benefit. However,
trades that increased emissions in a burdenedianela create unacceptable
distributional inequities.

Reductions in disadvantaged areas could be encadifagallowing facilities to
sell allowances from disadvantaged areas. Allowsifrcen non-disadvantaged areas
could be given a lower value than allowances frasadivantaged areas in order to create
a stronger incentive for reductions in disadvanteayeas.

(3) Creation of a Community Mitigation and Compens&on Fund

Another mechanism for achieving co-pollutant readucbenefits in
disadvantaged communities would be to achieve tihdirectly, by using the trading
system to finance reductions from sources out$idérading system. In a trading regime,
facilities could be charged a fee that would beotied to a community mitigation and
compensation fund to directly benefit disadvantag@dmunities. In an auction regime,
a certain percentage of auction revenues couleebetdd to the fund. Facilities in
polluted areas could be required to contribute notee fund than those in unpolluted
areas to compensate for the additional consequerfitlesir purchase and to create an
incentive to reduce their own emissions rather fnaichase allowances. The Fund
would supplement, rather than replace, any existsgurces to accomplish similar ends.

While the state could set priority goals for thedwand establish parameters for
its use, the impacted communities should play #rakrole in determining the best use
of the funds. That structure would provide at leabmited opportunity for the kind of
public participation and self-determination thaténtral to the environmental justice
movement.

The most important use of the fund would be tarfice measures to decrease co-
pollutant emissions in disadvantaged communitiesre/the market-based system has
maintained or increased existing emissions. Sudmsnores could include:

o Public improvements, such as creating electricetaifor trucks
(to reduce idling) or electric vehicles

Provide less-polluting mass transit

Subsidize or fund improved mass transit to reduteraobile use
Subsidize or fund lower-emission private vehicles

Subsidize industry emission reduction efforts nagaay required
by law

o O 0O



In the even that co-pollutant reduction opport@sitin the areas impacted by
trading are not available, however, alternativesusfehe fund could include:

* Finance climate-friendly measures to improve pat af-color
communities’ adaptation capacity. Such measurekl¢oclude:
o Create energy-efficient cooling centers in areas@to heat
waves
0 Subsidize “cooler” roofs (ones with higher soldteetance),
which reduce cooling costs, ambient temperatures halp
counter the effects of global warming by reflectmgre incoming
global solar radiation
o0 Subsidize or fund private energy-efficient coolahyices (e.g.,
solar-powered air conditioning or swamp coolers\vidnerable
subpopulations, such as seniors
o Provide health care insurance or clinics to addgesater disease
risks

* Finance measures to reduce greenhouse gas emjssuding:
0 Subsidize or fund weatherization projects
0 Subsidize or fund building energy efficiency impeovents
0 Subsidize or fund solar installation in homes wibesses
0 Subsidize or fund the creation of parks that wqrtavide
recreation and sequester carbon

Design Parameters Indirectly Impacting Environmkdiatice

(1) Set Stringent Caps Well Below Actual Emissions Badaupon Verified Data

Since the cap-and-trade program is unlikely téuithe all sources, it will require a
specific cap in light of the reductions expecteaahfrthe included sectors. Prior trading
systems have frequently responded to politicalquness and emissions uncertainties by
not setting stringent enough caps, leading te/itflany, actual reductions and allowance
prices that were too low to incentivize emissiotugng behavior. A stringent cap that
creates a scarcity of allowances is essentialligeaing real reductions and creating an
adequate price signal for future reductions.

(2) Limit Sectoral Scope to Sources that Can Be Aacately and Effectively
Monitored

It should first be noted that the proposals almesume a market-based system
that encompasses “downstream” sources: those itieatlg emit co-pollutants. A market
system focused on upstream sources, such as thenczontent of fuels, would not raise
the same distributional concerns as one focuseshotting facilities.



Because the success and safety of market-basttnsydepends upon a
regulatory authority’s ability to accurately momigmissions, a market-based system
should include only those sources capable of beffegtively monitored and verified.
Without accurate monitoring, a facility could emibre than its number of allowances,
imposing co-pollutant risks on neighboring commiasitand jeopardizing the state’s
achievement of its emission reduction goals. Asaatpcal matter, the trading program
should be limited to those facilities that can beumately monitored.

(3) Require Public Participation in Connection with Trades or Auction Purchases in
the Most Heavily Polluted Areas

Requiring public participation in connection wéh cap-and-trade transactions
would be ideal, but could create significant traxtiesms costs that may well render such
participation infeasible. However, trades into 8tate’s most-polluted areas raise
significant concerns due to their co-pollutant ircigaln order to provide a check on
potential fraud and ensure public accountabilitggés into the State’s most-polluted
communities could incorporate public participatmocedures.

(4) Require Frequent Emissions Reporting and Publié\ccess to Emissions and
Trading Information

In the event that it proves too administrativelffidillt to incorporate public
participation into all auction purchases or tradiragnsactions, public access to emissions
data is particularly important. If communities cabhave input into trading decisions,
they should be able to monitor their consequerteasilities should be required to report
their emissions data frequently, and that datalshioeimade publicly accessible.
Accurate monitoring and public access to emissioftsmation would allow
communities and government agencies to track tipadts of the trading system.
Government agencies could also be given the atyttorrespond to increases in
pollution arising from trading by imposing additedrconstraints, like requiring higher
allowance to emissions ratios.

(5) Limit Geographic Linkages

The more that California facilities are permittecpurchase allowances or offsets
from outside of the State, the less Californiadests will receive the co-pollutant
reduction co-benefits of California’s climate charlggislation. If allowances or offsets
are purchased out-of-state, California facilitig eontinue to emit greenhouse gases
and co-pollutants while reductions or sequestraticeurs elsewhere. While Californians
do not want to deny residents of other states tomathe co-benefits of climate change
regulation, as long as Californians are assumiagsétrifices of climate change
regulation, they are entitled to reap its assodidnefits. California also has a legitimate
interest in channeling co-pollutant reduction bérdb the areas most in need of such
benefits.



The cost reductions sought by allowing broad gguycatrading have a dark
side: if costs are too low, then necessary teclyicddinnovation will not occur. The
more California facilities can purchase cheapeseaiff or allowances outside the state, the
less technological innovation will occur within teate. The state will not reap the
economic benefits of such technological innovatammg the state’s industrial base will
not have a sufficient incentive to begin the ingblie and necessary transition to less
carbon-intensive alternatives.

International trading through such mechanism$iadyoto Protocol's Clean
Development Mechanism are particularly troublingey could drive the price of
allowances down so far that no innovation woulduoagithin the state. Moreover,
international projects to date suggest serious@mscabout whether the promised
reductions or sequestration are in fact occurtiay.California, international trading
could lead to business-as-usual in terms of batkrgrouse gas and co-pollutant
emissions, seriously undermining the state’s gtiditachieve AB 32’s goals.

The State could impose limits or conditions oné&soutside of California by
limiting the percentage of allowances that coulthedrom outside the state or are not
within programs that are as rigorous as Califosia’

(6) Limit or Prohibit Offsets

Offsets derived from biological sequestration gffpsuch as tree planting, would
fail to achieve co-pollutant reduction benefitsg arfifsets from reductions in unpolluted
areas or outside of California would fail to addrése state’s pollution challenges. The
credibility of offsets is often at stake; they aedid only if truly additional, verifiable,
enforceable, and permanent. In addition, offsetsctiresources outside of the regulated
sector, rather than directing the sector’s resaureeechnology adoption or innovation
within the sector. Furthermore, if offsets are itoexpensive, then they could undermine
the price signal necessary for innovation. Whiteitéd use of certain kinds of offsets
might be acceptable, especially those that encewatigrnative energy or reduce co-
pollutant emissions from facilities in polluted asethat not included in the trading
system, the use of offsets should be carefullytéchto avoid undermining AB 32’s
broader goals.

(7) Limit or Prohibit Allowance Banking

If facilities are allowed to bank allowances, thikay could increase greenhouse
gas emissions, and their co-pollutants, in greguentities at a future point in time. This
inter-temporal trading presents the same concdiostdocal impacts as geographic
trading. Existing permits do not fully protect agsti hot spots, and inter-temporal trading
could deprive communities of co-pollutant reducti@mefits in the future. While some
banking may be useful to encourage early reductifacdities’ use of banked emissions
should be conditioned upon environmental parameitettse time of use.
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(8) Auction Allowances

The state should auction, rather than hand dotyahces. In that way, facilities
would internalize the costs of pollution and hawgr@ater incentive to reduce emissions
rather than purchase allowances. An auction wolslal grevent facilities from realizing a
windfall profit from selling allowances that thegaeived for free, and limit the transfer
of wealth from consumers, who must pay higher ¢astthe facilities who profit from
the free allowances. Auctioning credits would brikr to the auctioning of the radio
spectrum, the selling of grazing rights for pultdinds, or the selling of mineral rights to
mining companies. In each case, corporationseapained to pay the public for the use
of a public resource. The air should be no differen

An auction would also generate revenue that e stould use to finance a
community benefit and mitigation fund, described\ay as well as other mechanisms to
soften the impact of AB 32 and help achieve itdgida addition to reducing co-
pollutant emissions, auction revenues could be tséidance energy efficiency
measures for low-income residents or small busegssvest in mass transit, invest in
adaptation measures, invest in alternative teclyypland for other purposes designed to
mitigate and adapt to climate change.

CONCLUSION

This memorandum proposes several initial ideasitaow the state could meet
AB 32’s requirements for integrating environmentetice into a market-based system.
While such integration would place some limits ba imarket’'s operation and efficiency,
it would increase the likelihood that the pursdiefiiciency would not unduly
compromise the state’s laudable commitment to éguals such, it could prove a model
for the nation.
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